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Accounting Research 
BULLETINS 
Issued by the 
Committee on Accounting Procedure, 
American Institute of Accountants, 
270 Madison Avenue. New York 16, N. Y. 
Copyright 1945 by American Institute of Accountants 
Accounting for Terminated 
War Contracts 
THIS bulletin deals with some of the problems involved in ac-counting for fixed-price war supply contracts terminated, in 
whole or in part, for the convenience of the government. It does 
not deal specifically with terminated cost-plus-a-fixed-fee contracts 
nor with contracts for facilities or services, although the conclusions 
reached herein may serve as guides for the accounting applicable to 
such special contracts. Contracts terminated for default of the 
contractor are not considered because it is expected that their num-
ber will be relatively small and because the accounting problems 
arising therefrom are different. 
Except where the text of this bulletin clearly indicates otherwise, 
the term "contractor" is used to denote either a prime contractor or 
a subcontractor, and the term "contract" to denote either a prime 
contract or a subcontract. 
SUMMARY STATEMENT 
(1) The profit of a contractor on a fixed-price supply contract 
terminated for the convenience of the government accrues as of 
the effective date of termination. 
(2) For the preparation of financial statements subsequent to 
termination, those parts of the termination claim which are reason-
ably determinable should be recorded; when the aggregate amount 
of the undeterminable elements is believed to be material, full dis-
closure with respect thereto should be made by footnote or otherwise. 
(3) Under ordinary circumstances, the termination claim should 
properly be classified as a current asset and separately disclosed in 
the financial statements unless relatively small in amount. 
(4) Advance payments received on the contract before its 
termination may be shown on the contractor's financial statements 
subsequent to termination as a deduction, appropriately explained, 
from the amount of the claim receivable. Loans negotiated on the 
security of the termination claim, however, should be recorded as 
current liabilities. 
(5) All of the contractor's own cost and profit elements included 
in the termination claim should preferably be accounted for as a 
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sale, and separately disclosed if material in amount. The costs and 
expenses chargeable to the claim may then be given their usual 
classification in the accounts. 
(6) When items of inventory, the costs of which are included 
in the termination claim, are subsequently reacquired by the con-
tractor, the reacquisition value of those items should be recorded 
as a purchase and applied, together with other disposal credits, 
against the termination claim receivable. 
(7) So called "no-cost" settlements—those in which the con-
tractor waives the right to make a claim—result in no transaction 
which could be reflected in sales. The costs applicable to the contract 
may be given their usual classification in the accounts; the inventory 
retained should not be reflected as a purchase but should be ac-
counted for according to the usual methods and standards applicable 
to inventories. 
DISCUSSION 
The termination of war contracts "for the convenience of the 
government" is intended to adjust the production of war materials 
to the varying requirements of the military services. Since termina-
tions transfer active contracts in process of execution into claims in 
process of liquidation, they, like contract renegotiations and cost-
plus-a-fixed-fee contracts,1 may have important effects on the finan-
cial statements of war contractors. 
Congress, the Director of Contract Settlement, and the pro-
curement agencies of the government have prescribed the basic 
policies and principles to be applied in the treatment of war con-
tractors affected by terminations. Uniform termination articles have 
been adopted for use in war contracts; the Contract Settlement Act 
of 19442 has set the official pattern for termination settlement pro-
cedures; standard settlement proposal forms have been prepared to 
assist contractors in making their claims; joint regulations3 have 
been issued by the War and Navy Departments as instructions to 
contracting officers and as guides to contractors in termination 
procedures; and an accounting manual4 has been prepared by those 
departments. 
The Institute's committee on termination of war contracts has 
followed closely the developments within the governmental agencies 
relating to accounting examinations of termination settlements by 
government personnel, and its committee on auditing procedure has 
1 Accounting Research Bulletins Nos. 15, 19, and 21. 
2 Public Law 395, 78th Congress, 2d session, approved July 1, 1944. 3 Joint Termination Regulation issued November 1, 1944. 
4 Joint Termination Accounting Manual of the War and Navy Departments issued 
November 1, 1944, and appended to the Joint Termination Regulation. 
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given consideration to the work of the independent certified public 
accountant in termination matters5. 
Problems involved in the accounting for terminated war con-
tracts are similar to other problems created by the war in that they 
have arisen so quickly that it has not been possible to develop gen-
erally accepted accounting procedures by experience. The committee 
has considered a number of the special problems involved in 
accounting for such terminated contracts and has reached the con-
clusions expressed in the Summary Statement. The considerations 
underlying these conclusions are discussed in the following 
paragraphs. 
When Profit Accrues 
An important problem involved in accounting for the effect of 
terminations is that of determining the time at which profit resulting 
therefrom should be recognized. This problem is similar to that 
described in previous bulletins on renegotiation6 and cost-plus-a-
fixed-fee contracts7 in that it involves the accruing at a specific date 
of an element of profit the original measurement of which may be 
difficult and will require informed judgment, and the final amount 
of which may not be determined until some future period. 
It has been argued that profit from terminated contracts might 
be recognized at (a) the effective date of termination, (b) the date 
of final settlement, or (c) some intermediate date, such as when 
the claim has been finally prepared or filed. However, the contractor 
acquires, at the effective date of termination, the right to receive 
payment on the terminated portion of the contract. Furthermore, the 
effective date of termination is the one which is the most objectively 
determined for the accrual of such profit. 
Under the accrual basis of accounting, revenues and expenses are 
recognized, to the fullest extent possible, in the period to which they 
relate. Profit on a contract of sale is ordinarily taken into account 
upon delivery or performance. However, it is "a generally accepted 
accounting procedure to accrue revenues under certain types of 
contracts, and thereby recognize profits, on the basis of partial per-
formance, where the circumstances are such that aggregate profit 
can be estimated with reasonable accuracy and ultimate realization 
is reasonably assured."8 Thus, the accrual of profit under a cost-plus-
a-fixed-fee contract is recognized as the fee becomes billable rather 
than when it is actually billed. Under the Contract Settlement Act of 
1944, upon termination of a contract, the contractor acquires a 
5 Statement on Auditing Procedure No. 20. 
6 Accounting Research Bulletins Nos. 15 and 21. 
7 Accounting Research Bulletin No. 19. 
8 Ibid. 
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claim for fair compensation; the government reserves the option of 
acquiring any of the inventories for which the contractor makes 
claim under the terminated contract. Except to effect settlements 
and to protect and dispose of property, the expenses of which are 
reimbursable, the contractor need perform no further service under 
a terminated contract in order to enforce his claim. It follows that 
any profit arising out of such a contract accrues at the effective date 
of termination and, if the amount can be reasonably ascertained, it 
should be recorded at that time.9 
Determination of Claim 
The practical application of the accrual principle to the account-
ing for terminated war contracts rests upon the possibility of making 
a reasonable estimate of the amount of the termination claim prior 
to its final determination by settlement. This involves two principal 
considerations: (1) whether the costs of the contractor can be de-
termined with reasonable accuracy, and (2) whether the amount of 
profit to be realized can be estimated with sufficient approximation 
to justify inclusion in the accounts. 
The Contract Settlement Act of 1944 sets forth in general terms 
the costs and expenses which are to be taken into account in de-
termining fair compensation. It also specifies that, to the extent that 
the methods and standards established by the contracting agencies 
for determining fair compensation require accounting, "they shall 
be adapted, so far as practicable, to the accounting systems used by 
war contractors, if consistent with recognized commercial accounting 
practice." On the other hand, certain types of costs not allowable" 
in termination claims are enumerated in the Act. Substantially 
similar provisions with more extensive explanation are contained 
in the Statement of Principles for Determination of Costs Upon 
Termination of Government Fixed-Price Supply Contracts.10 As 
contemplated in the Act, the Director of Contract Settlement has 
issued various regulations interpreting the Act and setting forth 
uniform policies and procedures to be followed in termination. The 
Termination Cost Memorandums11 issued in this manner provide 
9 While it is recognized that accounting procedures applicable to the preparation of 
federal income-tax returns are not always acceptable for other business purposes, it 
should be noted that accrual of income from terminated contracts at the date of 
termination is required by the United States Treasury Department. Treasury Decision 
5405, approved September 22, 1944, provides that compensation from termination of 
contracts, as defined in the Contract Settlement Act of 1944, or similar contracts, con-
stitutes income for the taxable year in which falls the effective date of the termination. 
(See also Bureau of Internal Revenue Mimeograph No. 5766 issued November 1, 1944.) 
10 Originally approved by the Joint Contract Termination Board December 31, 1943, 
and revised in Office of Contract Settlement Regulation No. 5 issued September 80, 
1944, which deleted the most controversial aspects of the Statement. 
11 See Regulation No. 14 of the Office of Contract Settlement issued February 22, 1945. 
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explanation of the cost factors and of the treatment to be accorded 
various types of costs in claims of contractors. 
While the total claim, and particularly the profit allowance, is 
subject to negotiation, the uniform termination articles provide for 
a formula settlement allowing definite percentages of profit based on 
costs in the event of the failure of negotiations. This in effect fixes a 
minimum expectation of profit allowance since the formula percent-
ages have also been recognized by regulation12 as a basis of nego-
tiating settlement in the event of the failure of the parties to agree 
on any other basis. The same regulations give other guides for the 
estimation of a fair profit allowance, which in some cases may be 
greater than the amount computed by the formula percentages. 
When the contractor, because of lack of prior negotiation experience 
or uncertainty as to the application of the principles of these regu-
lations to a particular case, is unable to determine a more appro-
priate profit allowance, he may accrue the minimum amount deter-
mined by the formula percentages. 
The profit which will be included in the accounts of the contrac-
tor upon termination will be the difference between (a) the amount 
of his recorded claim and (b) the total of the inventory, deferred 
and capitalized items, and other costs applicable to the terminated 
contract as they are currently reflected in his accounts. This profit 
may exceed the amount specified as profit in the claim because costs 
applicable to the terminated portion of the contract may be allow-
able in the claim even though they may have been properly written 
off as incurred in prior periods. 
There will be some cases where it will be impossible to make a 
reasonable estimate of a termination claim in time for reflection in 
the financial statements of the period in which the termination occurs. 
In such cases, effect may be given in the statements to those parts 
of the termination claim which are determinable with reasonable 
certainty, and disclosure by footnote or otherwise should indicate 
the status of the remainder. 
When the contractor's claim includes items of known contro-
versial nature it should be stated at the estimated collectible amount. 
When a particular termination claim is so uncertain in amount that 
it cannot be reasonably estimated, it is preferable not to give effect 
to the claim in the financial statements; but if the aggregate amount 
of such claims is material, the circumstances should be disclosed on 
statements issued prior to the removal of the uncertainty. In an 
extreme case involving undeterminable claims, consideration should 
12 Regulation No. 7 of the Office of Contract Settlement issued October 5, 1944 
especially paragraphs 5c (2) and 5d. 
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be given to delaying the issuance of financial statements until more 
nearly adequate data are available. 
Presentation in Financial Statements 
Termination has the effect of converting an active contract in 
process into a claim, or, from an accounting standpoint, from inven-
tories and other charges into an account receivable. In the case of 
this receivable, the claim arises in the regular course of business; it 
is part of the working capital; and, under the provisions of the 
Contract Settlement Act of 1944 for guaranteed loans and partial 
payments,13 it may be expected in large part to be collected within 
a relatively short time. Therefore, the termination claim should be 
classified as a current asset, unless there is an indication of extended 
delay, such as serious disagreement indicating probable litigation, 
which would preclude it from this classification. 
Although a claim may be composed of several elements represent-
ing amounts for reimbursable items of special equipment, deferred 
charges, inventories, and other items, as well as claims for profit, it 
is preferable to record the termination claim in one account. When 
the aggregate of termination claims is material it should be disclosed 
separately from other receivables. If significant in amount, it is 
desirable to segregate claims directly against the government from 
claims against other contractors. 
One of the stated objectives of the Contract Settlement Act of 
1944 is to assure to all contractors adequate financial assistance in the 
form of partial payments and guaranteed loans from the time of 
termination until final settlement of their claims. Partial payments 
are, of course, to be recorded as reductions of the termination claim 
receivable. Termination loans, on the other hand, are definite 
liabilities to third parties, even though guaranteed in whole or in 
part by the government, and accordingly should be shown as liabil-
ities on the balance-sheet, with appropriate cross reference to the 
related termination claim or claims. When a terminated contract is 
one on which advance payments had previously been received, the 
financial statements of the contractor issued prior to final collection 
of the termination claim ordinarily should reflect any balance of 
those advances disclosed as deductions from the claim receivable.14 
Financial statements issued prior to the recording of the termination 
claim should disclose, by footnotes or otherwise, the relationship 
of such liabilities to a possible termination receivable. 
Ordinarily, a termination will result in the cessation of a con-
13 Sections 8, 9, and 10 of the Contract Settlement Act of 1944, and General Regula-
tions 1 and 2 of the Office of Contract Settlement. 
14 Accounting Research Bulletin No. 19. 
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tractor's activity through which materials or services have been 
supplied under a war contract and of the related transactions which 
have been reflected in the contractor's income accounts as sales and 
cost elements. In effect, termination policies and procedures provide 
a basis upon which the contractor's costs in process may become the 
elements of a final sale under the terminated portion of the contract. 
Accordingly, the amount of the contractor's termination claim repre-
senting his cost and profit elements should be treated as a sale and 
the costs and expenses chargeable to the claim given their usual 
classification in the income statement. Because these termination 
sales are of a special type, their financial results should not be 
appraised in the same manner as are those of regular sales and they 
should, if material in amount, be separately disclosed in the income 
statement. Any items which the contractor chooses to retain without 
claim for cost or loss are, of course, not sold but remain as inventory 
or deferred charges in the contractor's accounts. 
Claims of Subcontractors 
The term "subcontractor's claims" as used in connection with 
terminated war contracts refers to those obligations of a contractor 
to a subcontractor which arise from the subcontractor's costs in-
curred by transactions which were related to the contract terminated 
but which did not result in billable materials or services being 
transferred to the contractor prior to termination. Other obligations 
of a contractor to a subcontractor, arising through transactions by 
which materials or services of the subcontractor have been furnished 
or supplied to the contractor, are considered to be liabilities incurred 
in the ordinary course of business and are not included in the term 
"claims of subcontractors." 
The uniform termination articles provide that, following the 
termination of a contract, the contractor shall settle, with the 
approval or ratification of the contracting officer when necessary, all 
claims of subcontractors arising out of the termination; and that the 
contractor shall be paid, as part of his settlement, the cost of settling 
and paying claims arising out of the stoppage of work under sub-
contracts affected by the termination. While a contractor ordi-
narily is liable to his subcontractors or suppliers for such obliga-
tions, the amounts of their claims approved by the government are 
collectible by the contractor as elements of his termination claim, 
and payment to the subcontractor often may not be made before 
the settlement of the contractor's claim. The filing of subcontractors' 
claims is often beyond the control of the contractor and the amount 
of such claims may not be known to him until some time following 
the termination date. In that interval, the contractor may collect 
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for his own costs and charges in advance of a determination of his 
subcontractors' claims and their settlement. 
The possibility of loss to a contractor through failure to recover 
the amount of his liability on subcontractors' claims apparently 
would arise principally from overcommitments, errors in ordering, 
and similar causes. Specific provisions in the accounts of the con-
tractor should be made when losses due to such causes are known 
or anticipated. 
Although the principle that liabilities shall not be offset against 
assets in the financial statements is generally approved by account-
ants, there is not a general agreement relative to the accounting 
treatment to be accorded subcontractors' claims which are expected 
to be fully recoverable. To the extent that a subcontractor's claim is 
considered to be unrecoverable no difference of opinion exists; the 
liability must be recorded and provision made for any contemplated 
loss. The difference of opinion arises with respect to those subcon-
tractors' claims which are deemed to be fully recoverable. 
Some accountants believe that the effect of the termination 
articles coupled with the Contract Settlement Act of 1944 is to 
establish a relationship between the claim of the subcontractor and 
the resulting right of the contractor under his own termination claim 
which is different from an ordinary commercial relationship and 
justifies their omission from the accounts. Recoverable subcon-
tractors' claims are thus said to be in the nature of contingent 
liabilities analogous to commitments, which are customarily omitted 
from the accounts except where a loss is anticipated, and to notes 
receivable discounted. Both of these may be disclosed in the finan-
cial statements without recording them as assets and liabilities. Even 
when contingent liabilities are recorded, it is customary accounting 
practice to show them on the balance-sheet as deductions from the 
related contingent assets so that no effect upon financial ratios and 
relationships results. 
Other accountants believe that the nature of an obligation to a 
subcontractor is that of an ordinary liability even though it may 
arise through the termination of a war contract, and that the con-
tractor's termination claim receivable, although related to the sub-
contractor's claim, is to be accounted for independently as an asset. 
This group believes that all claims for subcontractors, to the extent 
that they are reasonably ascertainable, should be recorded in the 
accounts and displayed on the contractor's balance-sheet as current 
liabilities, and that the amounts recoverable by the contractor should 
be included in his termination claim receivable. To the extent 
that the amounts of subcontractors' claims are not reasonably deter-
minable, disclosure with respect thereto in the financial statements 
is believed to be adequate. 
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Because of the merits and prevalence of these alternative views, 
no preference is expressed at this time for either position. If, after 
further experience with termination settlements, it becomes apparent 
that one of these procedures is substantially more desirable and useful 
than the other, a supplementary statement to that effect may be 
issued. 
Disposal Credits 
Disposal credits are amounts deducted from the contractor's 
termination claim receivable by reason of his retention, or sale to a 
third party, of some or all of the termination inventory for which 
claim was made. In the case of items retained, whether as scrap or 
for use by the contractor, the amount of the credit is determined by 
agreement between the contractor and a representative of the gov-
ernment. The sale of items of inventory by the contractor is likewise 
subject to approval by the government, except as permitted by regu-
lation. Since the amount of the contractor's termination claim, as 
already indicated, is properly recorded as a sale, any elements 
included in that claim for items of inventory retained by the con-
tractor are, in effect, reacquired by him and should be treated as 
purchases at the agreed value. Amounts received for items sold to a 
third party with the approval of the government are collections for 
the account of the government and should be applied in reduction 
of the claim receivable. Obviously inventories or other items that 
will be retained by the contractor after termination without claim 
for loss with respect thereto should not be included as an element 
of the termination claim. 
"No-Cost" Settlements 
A contractor whose contract is terminated may prefer to retain 
the termination inventory for use in other production or to dispose 
of it at his own risk. For these or other reasons the contractor may 
prefer to make no claim against the government or a higher-tier 
contractor. In the case of such "no-cost" settlements, there is no 
sale of inventory or other items to the government, and, therefore, 
no occasion to accrue any profit arising out of the termination. The 
costs otherwise applicable to the contract should be given their usual 
treatment in the accounts. Items of inventory or other property 
retained, having been previously recorded, will, of course, require 
no charge to purchases but should be treated in accordance with 
the usual procedures applicable to such assets.15 
15 Bureau of Internal Revenue Mimeograph No. 5766 issued November 1, 1944 
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The statement entitled "Accounting for Ter-
minated War Contracts" was unanimously 
adopted by the twenty-one members of the 
committee. 
NOTES 
1. Accounting Research Bulletins represent the considered opin-
ion of at least two-thirds of the members of the committee on 
accounting procedure, reached on a formal vote after examination of 
the subject matter by the committee and the research department. 
Except in cases in which formal adoption by the Institute member-
ship has been asked and secured, the authority of the bulletins rests 
upon the general acceptability of opinions so reached. (See Report 
of Committee on Accounting Procedure to Council, dated Septem-
ber 18, 1939.) 
2. Recommendations of the committee are not intended to be 
retroactive, nor applicable to immaterial items. (See Bulletin No. 1, 
page 3.) 
3. It is recognized also that any general rules may be subject to 
exception; it is felt, however, that the burden of justifying departure 
from accepted procedures must be assumed by those who adopt other 
treatment. (See Bulletin No. 1, page 3.) 
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